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Over the years, Ghana adopted several reforms in the quest to manage its exchange 
rate and price stability. Currently, it operates on the managed float system 
accompanied with an inflation targeting. The exchange rate has been consistently 
depreciating (more than 50% between 2005 and 2010) against its major trading 
currencies especially the US Dollar amidst inflation rate of about 9.4%. The main 
concern for many is whether inflation could be responsible for the depreciation of 
the exchange rate and the possible effect of the exchange rate on the price levels in 
Ghana. Moreover, theory suggests that depreciation of a currency could increase the 
price levels of goods and services as the cost of depreciation is transferred to 
consumers.  In this paper, we study the causal link between exchange rate and 
inflation in Ghana, by employing the VAR and the VECM models with monthly data 
on inflation, exchange rate and other important variables. We also employed the 
Granger Causality test to establish the causal link between the variables. Our 
Granger Causality test indicate that there is no Granger relationship between 
exchange and inflation in Ghana in the short run, however, in the Long run, only the 
exchange rate causes inflation. We find the transmission of exchange rate to inflation 
in Ghana to be incomplete and insubstantial; which suggests that inflation in Ghana 
could be a ‘monetary phenomenon’. We further provided some relevant explanation 
on the findings; which has been missing in most related studies. 
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Chapter 1 Introduction 
1.1 INTRODUCTION 
 Exchange rate and inflation as the most important macroeconomic variables in every 
economy has received much attention both in literature and the world at large over the 
years. The exchange rate and inflation affect currency stability and price stability 
respectively in every economy; it is therefore the aim of every country to maintain 
currency and price stability. Persistent volatility in the exchange rate makes 
international trade and investments decisions very difficult as this volatility makes 
investments too risky. Most international investors are prone to exchange rate risk 
which distorts the income from the return on those investments. Persistent inflation on 
the other hand causes a redistribution of income where income from fixed income 
earners (usually the poor) could be redistributed to flexible income earners (the rich) 
which then affects the economic growth of the country; hence, the need for Central 
banks to critically monitor the performance of the exchange rate and inflation in their 
economies.  
 
Managing the exchange rate is one of the most successful ways of achieving price 
stability in an open economy leading to an improved economic performance in the 
country. In the quest for sound and stable currency, most Central banks employ 
different forms of exchange rate policies; the floating rates system, the fixed rate 
system, or the pegging to other currency among others. Floating exchange rate 
appears to be riskier than the fixed exchange rate in terms of investment decisions, 
investors may prefer the fixed to the floating as it is easier for them to make long term 
decision, however with the floating, most investors including the policy makers are 
unsure of the exchange rate movement, Suranovic (2005). The question is not about 
what type of regime practiced, but how best the regime is managed is of great concern 
to many; no matter what regime adopted, the exchange rate would still have an impact 
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However, it can be argued that, a floating rate regime enables policy makers to 
independently monitor other important macroeconomic variables that can promote 
economic growth in the country, Ilker and Yevgely (2001). Central banks operate 
under pressure when they dependently fix the exchange rate by forgoing the aim of 
price stability in the economy, which creates some extent of incredibility and less 
confidence from the public. There have therefore been concerns of whether a country 
should float or fixed the exchange rate, however, whichever one is employed still 
have some impact on the economy as a whole. Exchange rate in Ghana has been 
experiencing severe depreciation over the decades with persistent increase in the price 
levels. Studying the impact of the exchange rate on the economy of Ghana especially 
the inflation is of a great interest to all economic agents both in and abroad the 
economy. This study therefore seeks to answer the following research questions; 
i. Does exchange rate affect inflation in Ghana; is there any bi-directional 
causal link? 
ii. What are the important variables that affect exchange rate and inflation in 
Ghana? 
 
1.2  MOTIVATION 
Exchange rate management and inflation has passed through several reforms before 
and after independence in Ghana. The Bank of Ghana has been implementing policies 
to manage the exchange rate volatility and price stability in order to arrive at a stable 
currency. Over the years, the local currency keeps on depreciating against its major 
trading currencies- dollar, euro, and pound. Ghana has experienced consistent increase 
in inflation, not until 2007 where the policy makers decided to implement the inflation 
targeting approach that witnessed a slight decrease and stability in the inflation rate. 
The Cedi depreciated against the US Dollar at about 4.9% and 11.5% in the inter-bank 
and forex markets respectively while the 2012 inflation stood at about 9.4% (Bank of 
Ghana quarterly bulletin, 2012 Q2).  
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“undo-able” and the main concern is “what could possibly be going wrong with the 
economy of Ghana?” or “is the Bank of Ghana doing its job well enough?” There 
have been some studies done on the pass-through of exchange rates to inflation in 
Ghana, however, to the best of our knowledge, there have been little or no research 
done on the effect of inflation on the exchange rate depreciation if it exists at all, 
moreover, there have been some mixed reports on the matter. Even those who 
attempted studying this relationship provided little or no explanation in their studies. 
This paper seeks to find the causal link between the exchange rate and inflation in 
Ghana. It also seeks to come out with necessary and realistic policy implications that 
could possibly help halt the persistent depreciation of the Cedi as well as policies that 
could be used in solving the high inflation dilemma in the economy in both the long 
and short term. Finally, this study would add to the existing studies over the years. 
 
1.3 HISTORICAL OVERVIEW 
The role that foreign exchange rates play has become very crucial over the decades 
and hence this call for its management by the Central banks; Ghana among other 
countries has moved from the Gold Standard, the fixed and the floating exchange rate 
regimes. Prior to independence, then Gold Coast, Ghana, together with other British 
Colonies in the West African bulge; Nigeria, Sierra Leone and Gambia had their 
domestic currencies pegged to the pound sterling. Consequently, a West African 
Currency Board (WACB) was established to promote the parity between the 
currencies involved and the stability of the exchange rate. With this arrangement, 
these Colonies did not have any independent monetary entity that could over see their 
individual domestic monetary issues. (Assuming, 1998 and Obstfeld et al, 2004) 
 
Ghana attained independence from Britain on the 6
th
 of March 1957, becoming the 
first African country to gain independence from the Colonial Masters, led by the first 
President of the Republic (Dr. Kwame Nkrumah). Moreover, right after independence 
the Central bank (BANK OF GHANA) was established to take over the functions of 
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issued the Ghana Pound which was pegged to the British Pound Sterling, and its 
exchange rate was fixed at one Ghana Pound to one British Pound. However, this 
exchange rate broke down due to persistent balance of payment deficits, resulting in 
the decrease of the foreign reserves. Consequently, the Foreign Exchange Act was 
enacted in 1960 to regulate the supply of foreign currencies in the country, followed 
by the abolishment of the pegging system. This saw to light the introduction of a new 
currency, the Cedi in 1965 accompanied by the fixed exchange rate regime.  The 
Cedi was devalued and revalued under the various political regimes; the National 
Liberation Council, National Redemption Council and the Provisional National 
Defense Council (PNDC) led by Flt. Lt. Jerry John Rawlings. (Brempong, 1998 and 
Dordunoo, 1994) 
 
However, the political and economic instability that came up with the fixed exchange 
rate regime led to its abolishment in the 1970s. Consequently, in the quest for 
economic recovery policies, Ghana among other countries embraced the IMF and 
World Bank’s sponsored programs; Economic Recovery Program (ERP) and the 
Structured Adjustment Program (SAP) under the PNDC regime. Foreign exchange 
volatility, excessive government expenditure and less private participation were the 
main causes of the economic meltdown as was identified by the programs. The ERP 
had three faces and introduced the Crawling Peg system in the management of the 
exchange rate, where the exchanges rates, though fixed is periodically adjusted to 
oversee any excessive fluctuations with the aim of price and currency stability. 
 
Commencing in 1983, the first phase looked at the reduction in public expenditure, 
quarterly devaluation of the cedi, reform of credit and tax policy, and elimination of 
trade controls to promote private enterprises. The transition to a Dutch auction system 
was also introduced and this system had two windows, ¢128: $1 in window 1 and ¢90: 
$1in window 2. However, between 1987 and 1990, in phase 2, windows 1and 2 were 
merged into a single rate of ¢156: US $1. The belief in the private sector to propel 
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bureaus and other financial institutions, and abolishment of exchange controls in the 
same era. Nevertheless, the public sector was also restructured to operate 
competitively with the private sector. In 1990, the 3
rd
 phase of the ERP began by the 
extinction of the foreign exchange regime to the adoption of the wholesale and the 
interbank auction system. (Brempong, 1998 and Dordunoo, 1994) 
 
The Structural Adjustment Program (SAP) on the other hand, had the exchange rate 
managed in two phases- crawling peg period and floating exchange rate period.  The 
government fixed the rate that was adjusted in response to demand and supply 
conditions in the foreign exchange market. All forms of restrictions including the 
Exchange Control Act were abolished with the transition into the second phase. Bank 
of Ghana has since operated the managed floating rate regime (Brempong, 1998 and 
Dordunoo, 2000). Sackey (2001) found out that, with the exception of 5years in the 
1970’s, 3years in the 1990’s real depreciation of the cedi occurred and in some cases 
(such as 1994), it was about 198%. This he attributed to the government continued 
inability to bring inflation under control and within a year of the introduction of the 
Economic Recovery Program (ERP) in Ghana, the average rate of inflation was 
brought down to about 40 percent and subsequently lowered to single-digit levels by 
the close of 1985. Sustaining inflation at these low rates proved problematic in 
subsequent years, however, between 1986 and 1990, the year-on-year rate of inflation 
was reported in the range of 19-46 percent; over the same period, average inflation 
was between 25 and 40 percent per annum, far exceeding official targets set within the 
ERP (Apaloo, 2001).  
 
On the other hand, Ghana’s inflation experience from independence can be 
characterized as episodic as Ocran (2007) pointed out. Four episodes was isolated by 
(Ocran, (2007): the immediate post-independence period to 1966; immediate 
post-Nkrumah (1966–1972); the deterioration phase (1972—1982); and the most 
recent period (1982–2003), which was termed the stabilization inflationary experience. 
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from (WACB) and lasted until the overthrow of the Nkrumah administration in 
February 1966. The period preceding the episode was tranquil as far as inflation 
developments were concerned because of the existence of the currency board, which 
had been established in 1912. The board issued its first notes and coins in 1946 and 
these remained legal tender in the four British colonies of West Africa (Ghana, 
Nigeria, Sierra Leone and The Gambia) until 1957 when Ghana opted out. To some 
extents, some concerns have been raised over the years as to whether Ghana has been 
able to achieve a price and currency stability over the decades and it has been of 
interest to many to determine the relationship between these two most important 
variables in the economy of Ghana. This study therefore seeks to determine the causal 
link between the exchange and inflation in the economy of Ghana. 
 
 
1.4 CHAPTER DISPOSITION 
The paper covers four chapters. The first chapter comprises the introduction, 
motivation, and historical overview. The second chapter is devoted to review of 
various literature or studies conducted in relation to the topic and some theoretical 
background on the variables. The third chapter involves data description, model 
specification and the empirical results. The final chapter brings to light the analysis of 
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Chapter 2 Literature Review and Theoretical Background 
2.1 LITERATURE REVIEW 
The study of exchange rate and inflation has attracted many scholars over the years 
and in as much as some of them revealed similar results; most of them had missed 
conclusions and findings with little explanation to their results. Recently, Aliyu (2010) 
revealed that exchange rate pass-through to consumer prices in Ghana is substantial 
but incomplete. He further argued that such findings are indeed puzzling given 
Ghana’s history of massive exchange rate depreciation that coexisted with high 
inflation. In a further study, Siaw and Anokye (2010) found an incomplete and 
decreasing exchange rate pass-through to inflation in Ghana. Contrary to Aliyu(2010) 
and Siaw and Anokye (2010) , Bawumia and Abradu (2003) found out that, in the 
long-run, inflation in Ghana is positively related to the money supply and the 
exchange rate, while it is negatively related to real income. Their empirical deductions 
from the study also showed that inflation adjusts to its equilibrium value fairly rapidly. 
Their study therefore revealed a complete link between exchange rate and inflation in 
Ghana.  
 
Interestingly, Ocran (2007), investigating  the inflation history and exchange rate 
observed that exchange rate depreciation (or devaluation) and inflation in Ghana have 
tended to move together, and in most instances depreciation rate traced the trajectory 
or lagged the cause of inflation, hence indicating a strong relationship between the 
two economic phenomena. McCarthy (1999) on the other hand examined the 
pass-through of external factors like exchange rates and import prices to domestic 
inflation for several industrialized economies. Using a VAR model that incorporates a 
distribution chain, he found out that, the pass-through to aggregate consumer prices, 
which is the principal concern for monetary policy, appears to be modest in most of 
the countries under his study. The factors studied in his literature did have a 
dis-inflationary effect during the late 1990s in many of the countries he studied, with 
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However, Vijay (2004) confirmed the existence of three stable long-run relationships 
among the domestic price level, nominal exchange rate, bank rate, terms of trade of 
cocoa, domestic credit and foreign exchange reserves. In his paper, the determinants 
of inflation in the short run are bank rate, foreign exchange reserves, terms of trade of 
cocoa and government expenditure, while that of the rate of depreciation of the local 
currency in the short run are the domestic price level, terms of trade of cocoa and 
foreign exchange reserves. He also found out that the pass through effect from the 
domestic price level to the nominal exchange rate is neither complete nor 
instantaneous. His empirical evidence on the forecast error variance decomposition 
suggests that the most effective instrument for the domestic price level is the bank rate 
and therefore, in order to control the domestic rate of inflation, the monetary 
authorities could reduce the relatively high bank rate. The most effective instrument 
for the nominal exchange rate seems to be the foreign exchange reserves, and in order 
to arrest the continuous depreciation of the local currency, the Bank of Ghana could 
sell more foreign exchange in the foreign exchange market. 
 
Studying the relationship between the exchange rate and inflation in Ghana, Bhasin 
(2004) with a cointegration analysis confirmed the existence of three stable long-run 
relationships among the domestic price level, nominal exchange rate, bank rate, terms 
of trade of cocoa, domestic credit and foreign exchange reserves. According to him, 
the determinants of inflation in the short run are bank rate, foreign exchange reserves, 
terms of trade of cocoa and government expenditure. The determinants of the rate of 
depreciation of the local currency in the short run are the domestic price level, terms 
of trade of cocoa and foreign exchange reserves. The pass-through effect from the 
domestic price level to the nominal exchange rate is neither complete nor 
instantaneous. Ameyaw (2004) on his part noted from his study that, the domestic 
price level in Ghana is highly dependent on both domestic and foreign factors (such as 
overseas commodity prices). The view that inflation in Ghana is partly internationally 
transmitted is thus, confirmed by their study. On the domestic front, their results 
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are a contributory factor. They further argued that since importers obtain their foreign 
exchange mostly from the black market prevailing in the country any depreciation in 
the black market rate has a quick pass through effect on domestic prices. 
 
In contrast to many studies on the exchange rate as one of the main determinants of 
inflation in some other countries, the case of Uganda might not be the case. Studying 
the determinants of inflation in Uganda, Barungi (1997) found out that in the case of 
the parallel exchange rate, a devaluation of the official exchange rate, by reducing 
excess demand for foreign exchange in the economy, has tended to cause the parallel 
exchange rate to appreciate and consequently to reduce any upward pressure on the 
general price level. Her evidence therefore suggested that over the medium term, high 
inflation is mainly due to the increase in money supply, over and above the excess 
demand for money, resulting in excess demand for goods and services, thus causing a 
further increase in the general price level. Her model results further pointed to the 
assertion that broad money and prices are closely linked. This revelation strongly 
draws the focus away from the belief that inflation in Uganda is mainly due to the 
devaluation of the official exchange rate. Devaluation was found to have an indirect 
impact on the general price level through its effect on the parallel exchange rate and 
the budget, but this transmission mechanism has been deflationary rather than 
inflationary. In addition, Ajay and Nemat (1990) also found out that the recent 
inflationary surge in Ghana is not due to the exchange reforms. 
 
In studying the impact of oil price shock on the economy of Ghana, Tweneboah and 
Anokye (2008) found that there is a long run relationship involving oil prices, prices, 
GDP, exchange rate and interest rate in Ghana in which oil price positively impact the 
price level while negatively impacting output. In the short run, they found that an 
unexpected oil price shock is followed by an increase in inflation rate and a decline in 
output in Ghana. They argued that, the fact that oil price shocks impact the Ghanaian 
economy and the recent decision of the government to eliminate subsidies on petroleum 
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implications for monetary policy. For an effective inflation targeting in Ghana, the 
credibility of monetary and fiscal policies should be improved and properly 
coordinated so as to anchor inflationary expectations and mitigate any external shocks 
on the economy. 
 
Dagher and Kovanen (2011) found a stable money demand function in Ghana for the 
period under their study as estimated using the Peseran et al (2001) bounds testing 
approach. The key determinants of money demand are real income and exchange rate, 
while other financial variables were found insignificant in the estimation. The 
importance of the exchange rate for money demand in Ghana is consistent with other 
studies for developing countries and points to the importance of currency substitution 
and valuation effects.  
 
There have been so many other studies done on the exchange rate management as 
well, with Opoku et al (2004) pointing out that one of the most challenging problems 
in developing countries such as Ghana is exchange rate management and that is, 
getting the exchange rate right, while according to Ilker and Yevgely (2001), the 
choice of the exchange rate regime for developing countries is different from that of 
developed countries; with intermediate arrangement, lower inflation may be achieved 
if they were to adopt a fixed exchange rate regime and when a country with an 
intermediate regime switches to a floating regime, it experiences higher inflation. On 
his opinion, Marjan (2006) explained that, there is no simple answer whether to 
choose fixed or flexible exchange rate regime. Instead of that, a lot of factors should 
be taken in consideration before preferring and choosing the one instead of the other. 
He further argued that even though a consensus was reached regarding the positive 
impact of the fixed regime on the monetary discipline (i.e. low inflation), and vice 
versa, contradictory arguments still exist for its influence on the economic growth.  
 
However, the choice of which exchange rate regime is best still stands unambiguous 
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